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ABSTRACT 

In this report GAO recommends that the Secretary of Education 
assess the advantages of consolidation loans for borrowers and the government 
in light of program costs and identify options for reducing federal costs. 
Options could include targeting the program to borrowers at risk of default 
and extending existing consolidation alternatives to more borrowers. 

Education should also consider how best to distribute program costs among 
borrowers, lenders and the taxpayers. (Author) 
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STUDENT LOAN PROGRAMS 

As Federal Costs of Loan Consolidation 
Rise, Other Options Should Be Examined 



Why GAO Did This Study 

The federal government makes 
consolidation loans available to 
help borrowers manage then- 
student loan debt. By combining 
loans into one and extending the 
repayment period, a consolidation 
loan reduces monthly repayments, 
which may lower default risk and, 
thereby, reduce federal costs of 
loan defaults. Consolidation loans 
also allow borrowers to lock in a 
fixed interest rate — an option not 
available for other student loans — 
and are available to borrowers 
regardless of financial need. 

GAO was asked to examine 
(1) how consolidation borrowers 
differ from nonconsolidation 
borrowers; (2) how federal costs 
have been affected by recent 
interest rate and loan volume 
changes; and (3) the extent to 
which repayment options — other 
than consolidation — are available 
to help simplify and reduce loan 
repayments. 



What GAO Recommends 



GAO recommends that the 
Secretary of Education assess the 
advantages of consolidation loans 
for borrowers and the government 
in light of program costs and 
identify options for reducing 
federal costs. Options could 
include targeting the program to 
borrowers at risk of default and 
extending existing consolidation 
alternatives to more borrowers. 
Education should also consider 
how best to distribute program 
costs among borrowers, lenders 
and the taxpayers. Education 
agreed with our recommendation. 
www.gao.gov/cgi-bin/getrpt7GAO-04- 1 01 . 

To view the full product, including the scope 
and methodology, click on the link above. 

0 e information, contact Cornelia Ashby 
F R I F 512-8403 orashbyc@gao.gov. 



What GAO Found 

On average, consolidation loan borrowers, over the 1987 to 2002 period, had 
higher levels of student loan debt, higher incomes, and larger loan 
repayments than did nonconsolidation borrowers. For example, the average 
student loan debt among consolidation borrowers prior to consolidating 
their loans was about $22,000 versus about $10,000 for nonconsolidation 
borrowers. As a group, they defaulted less often on their consolidation loans 
than borrowers who did not consolidate their loans. 

Recent trends in interest rates and consolidation loan volumes have affected 
consolidations in the Department of Education’s (Education) two major 
student loan programs — the Federal Family Education Loan Program 
(FFELP) and the William D. Ford Federal Direct Loan Program (FDLP) — in 
different ways, but in the aggregate, estimated subsidy and administration 
costs have increased. Subsidy costs for FFELP consolidation loans grew 
from $1.3 billion for loans made in fiscal year 2002 to nearly $3 billion for 
loans made in fiscal year 2003. Lower interest rates available to borrowers in 
fiscal year 2003 increased these costs because FFELP consolidation loans 
carry a government-guaranteed rate of return to lenders that is projected to 
be higher than the fixed interest rate consolidation loan borrowers pay. 
Higher loan volumes also added to the estimated subsidy costs. Interest 
rates and loan volume also affected costs for FDLP consolidation loans, but 
in a different way. Because the interest rate the government charges 
borrowers has been somewhat greater than the interest rate that Education 
pays to finance its lending, consolidation loans have generated a net gain for 
the government in recent years. Lower rates paid by borrowers and reduced 
loan volume from recent record highs, however, reduced the net gain to 
$286 million for loans made in fiscal year 2003, down from $460 million the 
year before. While administration costs are not specifically tracked for either 
loan program, available evidence indicates that these costs have also risen. 

Alternatives to consolidation, such as the ability to make a single repayment 
to cover multiple loans and obtain extended repayment terms, now give 
some borrowers opportunities to simplify and reduce loan repayments, but 
not all borrowers can use them. As a result, consolidation loans may be the 
only option for some borrowers to simplify and reduce repayments. 
Borrowers’ repayment choices — whether to obtain a consolidation loan or 
use other alternatives — have consequences for federal costs. While 
consolidation loans may remain an important tool to help borrowers, overall 
federal costs in providing for consolidation loans may exceed federal savings 
from reduced defaults. An assessment of the advantages of consolidation 
loans for borrowers and the government, taking into account program costs 
and how costs could be distributed among borrowers, lenders, and the 
taxpayers, would be useful for decisionmakers. 
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United States General Accounting Office 
Washington, DC 20548 



October 31, 2003 

The Honorable John A. Boehner 
Chairman 

Committee on Education and the Workforce 
House of Representatives 

The Honorable Howard P. “Buck” McKeon 
Chairman 

Subcommittee on 21st Century Competitiveness 
Committee on Education and the Workforce 
House of Representatives 

For over 2 decades, the federal government has made consolidation loans 
available to help borrowers cope with large amounts of federal student 
loan debt. Consolidation loans are designed to help borrowers stay current 
on loan payments, thereby reducing the government’s costs of paying for 
defaults. Instead of making concurrent repayments on several loans over a 
period usually limited to 10 years, consolidation loan borrowers can 
combine their loans and extend their repayment periods beyond 10 years, 
thereby reducing monthly repayments. Consolidation loans also allow 
borrowers to lock in a fixed interest rate, unlike most other federal 
student loans, which carry an interest rate that varies from year to year. 
Between fiscal year 2000 and 2002, the number of borrowers consolidating 
their federal student loans nearly doubled to almost 1 million, and the total 
amount — or volume — of loans being consolidated rose even more sharply, 
from $12 billion to over $31 billion. Consolidation loans are available 
under both of the Department of Education’s (Education) two major 
student loan program — the Federal Family Education Loan Program 
(FFELP) and the William D. Ford Direct Loan Program (FDLP)' — and, in 
fiscal year 2002, accounted for about 44 percent of these programs’ total 
loan volume. 



‘Under FFELP, private lenders make consolidation loans to borrowers, with Education 
guaranteeing lenders loan repayment and a rate of return that is equal to the average 
3-month commercial paper rate plus 2.64 percent. As of June 30, 2003, that rate of return 
was 3.81 percent for consolidation loans made, on or after January 1, 2000. Under FDLP, 
Education uses federal funds to make direct student loans. 
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The increase in consolidation borrowers and loans has raised 
congressional interest in the cost of the program for the federal 
government. Two main types of federal costs are involved. One is 
“subsidy” — the net present value of cash flows to and from the 
government that result from providing these loans to borrowers . 2 For 
FFELP consolidation loans, cash flows include, for example, fees paid by 
lenders to the government and a special allowance payment by the 
government to lenders to provide them a guaranteed rate of return on the 
student loans they make. For FDLP consolidation loans, cash flows 
include borrowers’ repayment of loan principal and payments of interest 
to Education, and loan disbursements by the government to borrowers. 
The subsidy costs of FDLP consolidation loans are also affected by the 
interest Education must pay to the Department of Treasury (Treasury) to 
finance its lending activities. The second type of cost is administration, 
which includes such items as expenses related to originating and servicing 
direct loans . 3 

For years, consolidation loans were basically the only alternative available 
to borrowers seeking to reduce the size of their loan repayments. In recent 
years, however, some repayment options, such as graduated, extended, 
and income-based repayment plans, have been added to FFELP and FDLP. 
This change has raised congressional interest in the degree to which these 
options extend payment relief to borrowers without requiring them to 
consolidate their loans, and in the potential advantages and disadvantages 
of the various approaches, both for borrowers and the federal government. 
In light of the upcoming reauthorization of the Higher Education Act 
(HEA) (which authorizes the consolidation programs), you asked us to 
examine several issues concerning consolidation loans. As agreed with 
your office, we focused our work on answering the following key 
questions: 



2 The Federal Credit Reform Act of 1990 requires Education to estimate these subsidy costs, 
using the net present value of cash flows to do so. Present value is the value today of the 
future stream of benefits and costs, discounted using an appropriate interest rate (generally 
the average annual interest rate for marketable zero-coupon U.S. Treasury securities with 
the same maturity from the date of disbursement as the cash flow being discounted). The 
background section of the report will describe credit reform in more detail. 

3 Under FFELP, a large portion of the administration cost is borne by the private lender. The 
federal government pays many of these costs in its subsidy payment to lenders — more 
specifically, in the 2.64 percent add on paid over and above the 3-month rate on 
commercial paper. 
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